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RUVME, Judge: These cases were heard pursuant to the
provi sions of section 7463! of the Internal Revenue Code in

ef fect when the petition was filed.? Pursuant to section

1 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.

2 Respondent issued separate notices of deficiency for 2002
and 2003, respectively. Petitioner filed a separate petition for
(continued. . .)
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7463(b), the decisions to be entered are not reviewabl e by any
other court, and this opinion shall not be treated as precedent
for any other case.

Respondent determ ned deficiencies in petitioner’s 2002 and
2003 Federal inconme taxes of $16,928 and $5, 189, respectively,
and an addition to tax for failure to file tinely a tax return
under section 6651(a)(1) of $774 for 2003. After concessions by
respondent,® the issues remaining for decision are: (1) Wether
petitioner is entitled to deduct medi cal expenses of $6, 966. 21
clai med on her Schedule A Item zed Deductions, for 2003; (2)
whet her petitioner is entitled to deduct business expenses of
$77,267 and $32,018 cl ai ned on her Schedules C, Profit or Loss
From Busi ness, for 2002 and 2003, respectively; and (3) whether
petitioner is liable for an addition to tax under section

6651(a)(1) for failure to file tinely a return for 20083.

2(...continued)
each year. Due to the simlarity of the issues, the Court
granted respondent’s notion to consolidate for trial, briefing
and opi nion on Dec. 6, 2006.

3 Respondent concedes that petitioner is entitled to deduct
Schedul e A, Item zed Deductions, of $30,477 for home nortgage
i nterest paid during 2002, $6,149 for charitable contributions
made in 2002, and $17,264 for a casualty loss for property in
2003. Respondent al so concedes that petitioner has substantiated
$6, 929. 79 of the $13,896 in nedical expenses clainmed on her 2003
return.
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Backgr ound

Sone of the facts have been stipulated and are so found.

The stipulations of facts, supplenental stipulation of facts, and
the attached exhibits are incorporated by this reference. Wen
the petitions were filed, petitioner resided in Qakland,

Cal i forni a.

For approximately the first 7 nonths of 2002, petitioner was
enpl oyed full tinme with Versata, Inc., as the vice president of
human resources. Petitioner subsequently received disability
incone as a result of a health condition that prevented her from
wor ki ng.

On May 2, 2004, petitioner untinely filed a 2002 i ncone tax
return on which she reported incone fromwages, salaries, tips,
etc. of $88,540,* interest inconme of $1,134, a taxable refund of
State and | ocal income tax of $6,242, and a Schedul e C business
| oss of $77,267. On June 17, 2005, respondent issued to
petitioner a notice of deficiency for 2002.

On January 3, 2005, petitioner untinely filed a 2003 incone
tax return on which she reported incone fromwages, salaries,

tips, etc., of $90,250,°% interest incone of $779, dividends of

4 The Fornms W2, Wage and Tax Statenent, attached to
petitioner’s 2002 return show that she received $51, 040. 34 from
Versata, Inc., and $37,500 from CNA Group Life Assurance Co.

> The Form W2 attached to petitioner’s 2003 return shows
that she received $90, 250 from CNA G oup Life Assurance Co.
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$16, and a Schedul e C business | oss of $32,018. On January 13,
2006, respondent issued to petitioner a notice of deficiency for
2003.

Di scussi on

Schedul e A Medi cal Expenses

Expenses paid during the taxable year, not conpensated for
by insurance or otherw se, for nedical care of the taxpayer, her
spouse, or a dependent shall be allowed as a deduction to the
extent that such expenses exceed 7.5 percent of adjusted gross
income. Sec. 213(a). The term “medical care” includes anmounts
paid for insurance covering nedical care. Sec. 213(d)(1)(D

On her 2003 return, petitioner clainmed item zed deductions
for medi cal expenses. Petitioner failed to substantiate the
$6, 966. 21 in nedi cal expenses that remain in dispute. In an
attenpt to substantiate the disputed nedical expenses, petitioner
produced evi dence of paynments made to National Finance Center
The purpose of these paynments is not clear. Copies of several of
t he cancel ed checks and cashi er’s checks that docunent these
paynments contain witing that was scratched out. Petitioner
testified that the scratched out witing was her Social Security
nunber. However, the witing that was scratched out on the
cashier’s checks visibly indicates the checks were made out for
Jon Tom inson, who is petitioner’s brother. Jon Tom inson was

not petitioner’s dependent for tax purposes. Respondent’s
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di sal | owance of the disputed renmai ning nedi cal expenses is
sust ai ned.

Schedul e C Expenses

Deductions are a matter of |egislative grace, and taxpayers
bear the burden of proving that they are entitled to any

deductions clained. Rule 142(a); INDOPCO, Inc. v. Comm ssioner,

503 U.S. 79, 84 (1992); New Colonial Ice Co. v. Helvering, 292

U S. 435, 440 (1934). Taxpayers are required to maintain
sufficient records to enable the Comm ssioner to determne their
correct tax liability. Sec. 6001.

Section 162 generally allows a deduction for all the
ordi nary and necessary expenses paid or incurred during the
taxabl e year in carrying on any trade or business. Such expenses
nmust be directly connected with or pertain to the taxpayer’s
trade or business. Sec. 1.162-1(a), Incone Tax Regs. Wether an
expenditure satisfies the requirenents of section 162 is a

question of fact. Conm ssioner v. Heininger, 320 U S. 467, 475

(1943).
Whet her a taxpayer’s activities constitute the carrying on
of a trade or business requires an exam nation of the particular

facts and circunstances of each case. Comm Sssioner V.

G oetzinger, 480 U. S. 23, 36 (1987). Carrying on a trade or

busi ness requires a showing of nore than an initial investigation
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of business potential. Dean v. Comm ssioner, 56 T.C. 895, 902

(1971); dotov v. Conmm ssioner, T.C Meno. 2007-147

Personal, living, or famly expenses are not deducti bl e.
Sec. 262. Simlarly, deductions for expenditures that are
properly categorized as capital expenditures are not allowable.
Sec. 263. In order for petitioner to be entitled to deduct her
cl ai mred Schedul e C expenses she nust satisfy the requirenents of
section 162. Additionally, certain expenses warrant the
hei ght ened substantiation requirenents of section 274(d) and the
regul ati ons thereunder.

Petitioner’s return for 2002 contains a Schedule C for “ASIL
| nvest nents” on which she reported zero gross recei pts and a net
| oss of $77,267. Respondent disallowed all of the clained
deductions for expenses, which were |isted on petitioner’s 2002

Schedul e C as foll ows:

Expenses Anpunt
Car and truck expenses $1, 230
Depr eci ati on 4,196
| nsur ance 1, 600
Legal and professional services 12,115
O fice expense 10, 132
Rent or | ease of other business 4,152

property

Suppl i es 5, 936
Travel 10, 706
Meal s and entertai nment 5, 845
Wages 1,490
Accounti ng 1,832
Answeri ng service 495
Cl ub nmenbership 3,170
Delivery and freight 757

Gfts 1, 226



| nt ernet services 168
Menber ship fees 404
Parking and tolls 1, 827
Phot ogr aphy 2,037
Post age 1, 785
Pr of essi onal devel opnent 245
Subscri ptions and publications 702
Tel ephone 5,217

Tot al 77, 267

Petitioner clains that ASIL Investnents was a real estate
i nvest ment busi ness that she began while she worked full tine at
Versata, Inc. Petitioner testified that she took a nunber of
courses and | ooked at a variety of properties in 2002.
Petitioner testified that she nade sone offers on properties;
however, she provided no other evidence of these offers. There
is no evidence that petitioner ever conpleted a purchase of
property. Petitioner received no income fromASIL Investnents in
2002 and abandoned the venture early in 20083.

| f any of the expenses incurred by petitioner were in
relation to a real estate investnent venture, they appear to be
in the nature of investigating the business potential of creating
a real estate investnent business or preparing to start such a
business. I n order to deduct expenses under section 162, the
expenses nmust relate to a functioning business at the tine the

expenses were incurred. Gotov v. Conm Ssioner, supra.

Section 195(a) provides: “Except as otherw se provided in

this section, no deduction shall be allowed for start-up
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expenditures.” Section 195(c) (1) defines “start-up expenditure”
as:
(1) * * * any anount--
(A) paid or incurred in connection wth--
(1) investigating the creation or
acquisition of an active trade or business,

or

(1i) creating an active trade or
busi ness, or

(ti1) any activity engaged in for profit
and for the production of incone before the
day on which the active trade or business
begins, in anticipation of such activity
becom ng an active trade or business, and

(B) which, if paid or incurred in connection with
the operation of an existing active trade or business
(in the sane field as the trade or business referred to
i n subparagraph (A)), would be allowable as a deduction
for the taxable year in which paid or incurred.!
Petitioner’s activities in 2002 wwth relation to ASIL
| nvest nents were, at best, start-up activities and did not anount

to an active trade or business. Accordingly, we hold that

6 Sec. 195(c)(1) provides that the term“start-up
expendi ture” does not include expenditures for which a deduction
woul d be all owabl e under sec. 163(a) (interest), 164 (taxes), or
174 (research and experinental expenses). See TSR, Inc. & Sub.
V. Comm ssioner, 96 T.C. 903 (1991) (explaining that the phrase
“research or experinental” for purposes of sec. 174 refers to
scientific or technol ogical research); see also sec. 1.174-2(a),
| nconme Tax Regs. None of the expenditures listed on petitioner’s
Schedul es C were all owabl e under these sections.
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respondent’ s di sal |l owance of petitioner’s 2002 Schedule C
deducti ons was proper.’

Petitioner’s return for 2003 contains a Schedule C on which
she reported zero gross receipts and a net |oss of $32,018 for
“Tenps To Go”. The Schedule C for Tenps To Go is the only
Schedul e C attached to the 2003 return. Petitioner testified
t hat the expenses cl aimed on her Schedule C for 2003 were
actual ly expenses incurred in another business called “Cotta Get
Up Productions”.® Petitioner clained that she held a 100-percent
interest in Gotta Get Up Productions in 2003.

In the notice of deficiency, respondent disallowed the
follow ng cl ai ned deductions for expenses listed on petitioner’s

2003 Schedul e C

" W note that many of the clained expenses were clearly
personal as opposed to busi ness expenses. These included:
Travel expenses paid for wwth petitioner’s Versata, Inc., credit
card for a stay at the Gakland Marriott while her house was being
restored after experiencing water damage caused by a | eaky roof;
expenses associated with a tennis club nenbership; expenses for
the rental of other business property for a studio that her
brot her Jon Tom inson | eased in Septenber 2002; travel expenses
for four roons at the Dayton Marriott for petitioner’'s famly to
attend an event featuring petitioner’s brother Jon’s art; and
expenses for the entire cost of petitioner’s health, life,
di sability, honeowner’s, and autonobile insurance. Mny ot her
cl ai mred expenses were unsubstanti at ed.

8 Petitioner also testified that she was unsure whet her any
of the expenses clainmed on the 2003 Schedule Crelate to Tenps to
Go.
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Expenses Anpunt

Ot her expenses 1$16, 055
Meal s and entertai nnment 2,140
Travel 460
Legal and professional services 459
Car and truck expenses 824
Tot al 19, 938

1 “Other expenditures” are enunerated on petitioner’s return

as foll ows:

Expenses Anmount

Cl ub nenber shi ps $172
Copyright registration 1, 890
Dues and subscri ptions 320
Fram ng 280
Menber ship fees 175
Par ki ng 848
Phot ogr aphy 685
Post age 1,043
Pr of essi onal devel opnent 4, 250
St or age fees 440
Subscri pti ons and publications 199
Tel ephone 5,753
Tot al 16, 055

On brief, respondent disputes the entire $32,018 of cl ai ned

Schedul e C expenses for 2003.
Court shall

Section 6214(a) provides that this

have jurisdiction to redeterm ne the correct anount

of the deficiency,

even if the anbunt so redetermned is greater

than the anmount determ ned by the Comm ssioner

in the notice of

defi ci ency,

if the Comm ssioner asserts a claimat or

before the

hearing or

section 6214(a),

reheari ng.

Consi stent with the general mandate of

this Court generally will exercise its

jurisdiction over an increased deficiency only where the matter

is properly pleaded.

T.C. 260, 271-272 (1983),

al so Mar kwar dt v.

See Estate of Petschek v. Conm ssioner, 81
affd. 738 F.2d 67 (2d Cir. 1984); see
Commi ssioner, 64 T.C 989, 997 (1975). Because
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respondent failed to plead an increase in the disall owance of
petitioner’s Schedul e C deductions for 2003, we consider the only
anount of Schedul e C deductions in dispute to be $19, 938.

Petitioner testified that Gotta Get Up Productions is a
greeting card, stationery, and gift item business. Petitioner
described CGotta Get Up Productions as a “fam |y business”

i nvol ving the prospective sale of artwork created by her brother,
Jon Tonl i nson.

Petitioner testified that she took over Gotta Get Up
Productions in March or April of 2003 and that “in 2003 what |
had to do was identify our product offerings, devel op prototypes,
sel ect paper, figure out which offerings were going to be
i ntroduced and how they were going to be introduced to the
general public”. Petitioner added that Gotta Get Up Productions
did not open its doors until 2004. Petitioner did not earn any
income fromGotta Get Up Productions in 2003. Wen asked at
trial whether the expenses she incurred in 2003 were start-up
expenses, petitioner replied that they were “the cost of starting
a business, yes.” Gotta Get Up Productions was not i ncorporated
during 2003 and had no paid enployees in 2003. Petitioner
testified that the people who assisted her received no wages
because they “hadn’t sold anything” and “didn’t have anything”

fromwhich they could receive any noney.
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Petitioner failed to provide evidence indicating that Tenps
to Go existed as an active trade or business in 2003. Wile
petitioner may have intended to create a greeting card business,
petitioner’s evidence indicates that her activities during 2003
were related to an attenpt to start a business. Thus, for the
sane reasons that we upheld respondent’ s disall owance of
petitioner’s Schedul e C expenses for 2002, we sustain
respondent’ s di sal |l owance of petitioner’s 2003 Schedule C
deductions as determned in the notice of deficiency.?®

Sec. 6651(a)(1) Addition to Tax

Section 6651(a)(1l) inposes an addition to tax for failure to
file atinmely return. The addition equals 5 percent of the
anount required to be shown on the return for each nonth or
fraction thereof that the return is late, not to exceed 25
percent. Sec. 6651(a)(1).

Respondent bears the burden of production with respect to

the addition to tax. Sec. 7491(c); Hi gbee v. Comm ssioner, 116

T.C 438, 446-447 (2001). To neet his burden of production,
respondent nust cone forward with sufficient evidence indicating
it is appropriate to inpose the addition to tax. See Hi gbee v.

Commi ssi oner, supra. Once respondent neets his burden of

production, petitioner bears the burden of proving he is not

° As in 2002, many of petitioner’s clained expenses in 2003
appear to be personal in nature. Many other cl ai ned expenses
| ack the required substantiation.
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liable for the addition to tax. See id. at 447. Petitioner’s
2003 inconme tax return was due on Cctober 15, 2004, but was not
filed until January 3, 2005. W find that respondent has net his
burden of production.
“Afailure to file a tax return on the date prescribed | eads
to a mandatory penalty unless the taxpayer shows that such

failure was due to reasonabl e cause and not due to will ful

neglect.” MMahan v. Conm ssioner, 114 F. 3d 366, 368 (2d G r
1997), affg. T.C. Meno. 1995-547. A showi ng of reasonabl e cause
requi res taxpayers to denonstrate they exercised “ordinary

busi ness care and prudence” but were neverthel ess unable to file

the return within the prescribed tine. United States v. Boyle,

469 U.S. 241, 246 (1985); sec. 301.6651-1(c)(1), Proced. & Adm n.
Regs. Cenerally, factors that constitute “reasonabl e cause”

i ncl ude unavoi dabl e postal del ays, death or serious illness of

t he taxpayer or a nenber of his immediate famly, or reliance on
the m staken | egal opinion of a conpetent tax adviser, |awer, or
accountant that it was not necessary to file a return. MMahan

v. Conm ssioner, supra at 369.

Petitioner contends that she had reasonabl e cause for filing
late, and that the late filing of her return is because of her
responsibility to care for her brother after he was rel eased from
the hospital in Decenber 2003. Petitioner argues that it took

nore than 5 nonths to secure reliable caregivers, and that her
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primary focus was overseeing her brother’s caregiver needs and
starting a new busi ness venture.

We accept petitioner’s testinony that she becane responsible
for her brother after he was rel eased fromthe hospital in 20083.
However, petitioner testified that she found the tine to try to
start a new greeting card venture and al so found caregivers for
her brother by May 2004, 5 nonths before the extended due date of
the 2003 tax return and nore than 7 nonths before it was actually
filed.®® W conclude that petitioner failed to denonstrate that
her failure to file tinely a return was because of reasonable
cause and not willful neglect. See sec. 301.6651-1(c), Proced. &
Adm n. Regs. Accordingly, petitioner is liable for the addition
to tax under section 6651(a)(1l) for 2003.

To reflect the foregoing,

Deci sions will be entered

under Rul e 155.

10 W note that respondent did not determ ne a sec. 6651
addition to tax with regard to petitioner’s late filing of her
2002 return.



